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NB: An early version of this paper has been presented at the IMF-MAS conference “The IMF and the International Financial System: The Post-Crisis Agenda,” 
24 September 2010, Singapore.
The recent diverging policy choices in the developed world and emerging market countries have been 
accompanied by a return of private cross-border capital inﬂ  ows to a number of countries. The increasingly 
integrated global ﬁ  nancial market has spurred capitals to ﬂ  ow more easily across borders in search for 
higher returns. Emerging market countries and commodity exporters have been the desirable destination 
of such ﬂ  ows. Major pull factors are noted, including improvement in the macroeconomics stability and 
management that have led to better growth prospects in EMEs and the opening-up of the capital account 
in varying degrees. These surges have also been driven by a number of push factors such as near zero 
policy rates in the major centers and perceived low returns in advanced economies. However, recipient 
countries have also noted the increased volatility of such capital inﬂ  ows. While domestic policy mix is crucial, 
the potentially unprecedented repercussion of volatile capital ﬂ  ows requires multidimensional measures 
including ones originated from regional and global initiatives. The IMF is well-placed to play increasing 
roles in conducting surveillance, providing global liquidity through its ﬁ  nancing facilities, and not less 
important, giving appropriate policy advices adopting more customised and open-minded perspectives.
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T
he recent diverging policies in developed and 
emerging countries have been contributing to 
a return of private cross-border capital inﬂ  ows 
to a number of countries. Emerging markets have 
grown and become the desirable destination of such 
ﬂ  ows. Global imbalances have a new interpretation, 
manifested in a new series of pull and push factors. 
Major pull factors in emerging economies include 
the improvement in macroeconomic stability 
that has led to better growth prospects, and the 
opening-up of ﬁ  nancial account in varying degrees. 
These phenomena have been coupled with a number 
of push factors from advanced economies such as 
near zero policy rates and the perceived low returns. 
Capital inﬂ  ows to emerging markets have helped 
deliver the benefits of increased domestic 
ﬁ  nancial market integration with global market. 
Notwithstanding the benefits, recent capital 
inﬂ  ows are also posing a challenge in the area of 
management of macroeconomic and prudential 
policy, because of their negative potential to generate 
economic overheating, loss of competitiveness, larger 
sterilisation cost and signiﬁ  cant vulnerability to crisis.
1| DYNAMICS OF CAPITAL FLOWS 
AND FINANCIAL STABILITY
The global crisis in 2008 has disrupted capital ﬂ  ows, 
but the ﬂ  ows have recently recovered as the crisis is 
receding. In fact, since early 2010, the wave of capital 
inﬂ  ows sweeping back to a number of emerging 
market economies has brought renewed attention on 
how macroeconomic policies should respond to them. 
It is true that capital inﬂ  ows to emerging markets 
should help deliver economic beneﬁ  t in line with 
the increased ﬁ  nancial integration. The free ﬂ  ow of 
capital across borders should lead to a more efﬁ  cient 
resource allocation between savers and investors 
across the world. In the Indonesian context, currency 
appreciation stemming from capital inﬂ  ows also has 
helped improve inﬂ  ation expectations in Indonesia.
However, capital inﬂ  ows are known to be pro-cyclical 
and they tend to complicate macroeconomic 
management. The primary challenge is related to 
their hazardous potential to generate economic 
overheating, loss of competitiveness, larger 
sterilisation cost and signiﬁ  cant vulnerability to 
crisis. Problems arise when the inﬂ  ows are highly 
speculative and in excess of the absorptive capacity 
of the economy. Further challenges emerge when 
the thin and underdeveloped domestic market is still 
too fragile to face such huge and uncertain capital 
trafﬁ  c of global ﬁ  nancial market.
Indeed, capital inﬂ  ows to emerging Asia have been 
fairly large and highly volatile. Large speculative 
inﬂ  ows in search for yield go typically to ﬁ  nancial 
instruments leading to rapid and destabilising build-up 
of asset prices. Moreover, since such speculative 
ﬂ  ows are volatile in nature, they can disrupt the 
orderly functioning of ﬁ  nancial markets and threaten 
ﬁ  nancial stability. The target of such inﬂ  ows, most 
in the form of portfolio investment, is susceptible to 
swings in risk appetite, interest rate differentials and 
expectations on currency movement. 
When investors abruptly, and collectively, exit from 
domestic financial markets, the corresponding 
outﬂ  ows will affect all market segments –securities, 
foreign exchange, money and credit– with contagion 
spreading from one market to another. If not 
contained, such swift and damaging event would 
threaten overall ﬁ  nancial stability and lead to output 
and employment losses.
2| MANAGING VOLATILITY: 
THE INDONESIAN EXPERIENCE
The volatile nature of capital ﬂ  ows is inevitable. 
Therefore, the key issue is how to conduct policies 
both to anticipate and to manage such volatility 
–periods of large capital inﬂ  ows followed by possibly 
sudden reversal. As conventional wisdom holds, 
sound macroeconomic and ﬁ  nancial policies at 
national level are the ﬁ  rst line of defense. This would 
enhance credibility and create conducive atmosphere 
for investment. 
Most governments and central banks, including 
Bank Indonesia, have been taking this traditional 
view to err on the safe side. Markets are also to be 
deepened while domestic economic resilience to be 
strengthened. Speciﬁ  c and temporary measures to 
limit speculative behaviour and to maintain exchange 
rate stability are justiﬁ  ed. This will enable countries 
to maintain macroeconomic stability. But, this should 
not be taken that Indonesia’s authority abandons the 
open and market-based policy approach.
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In trying to modulate the volume of net capital inﬂ  ows 
Bank Indonesia has engaged in a policy mix to strike 
the optimal balance between exchange rate ﬂ  exibility, 
market intervention, reserve accumulation, liquidity 
management, and macroprudential regulation.
Exchange rate ﬂ  exibility
Exchange rate ﬂ  exibility has served Indonesia well 
in absorbing external shocks during the 2008-2009 
global ﬁ  nancial crisis, and should remain a signiﬁ  cant 
part of the policy response to volatile capital ﬂ  ows. 
Allowing the exchange rate to adjust can mitigate the 
transmission of global liquidity and capital inﬂ  ows 
attracted by appreciation expectations.
Among Asian economies, Indonesia is seen as having 
the highest tolerance for foreign exchange (FX) 
appreciation. The Indonesian rupiah (IDR) 
appreciated by nearly 34 percent from the trough 
in March 2009 through April 2010, undoing the 
depreciation during the crisis (2008-2009) before 
stabilising from April 2010 to October 2010.
Market intervention 
Intervention in the foreign exchange market is 
among key policy decisions from Bank Indonesia 
as Indonesia has been facing large capital inﬂ  ows. 
Massive and rapid capital inﬂ  ows frequently induce 
steep exchange rate appreciation in a short period of 
time, creating uncertainty in business sectors. Under 
such circumstances, intervention has been pursued 
to smooth the excessive ﬂ  uctuation of exchange rate 
or manage undesirable FX ﬂ  uctuations.
The sustained and sharp appreciation of IDR 
may also have signiﬁ  cant repercussions for the 
economy mainly by damaging the competitiveness 
of export sectors and potentially reducing economic 
growth. Likewise, if net capital inflows occur 
in the context of a current account deﬁ  cit, the 
real appreciation could exacerbate the external 
imbalance, heightening vulnerability to a sharp 
reversal of capital inﬂ  ows.
Still, despite the effectiveness of conventional 
response, Bank Indonesia has been facing complexity 
in its monetary policy management. Sterilisation 
entails costs as the interest rate Bank Indonesia pays 
on its central bank bill (Sertiﬁ  kat Bank Indonesia – SBI) 
exceeds the interest rate it earns on its foreign reserve 
assets. Thus, sterilisation of capital inﬂ  ows using the 
central bank instrument brought a serious implication 
to the central bank balance sheet. This is a daunting 
task considering that the outstanding position of 
Bank Indonesia interest bearing certiﬁ  cate issued to 
absorb excess liquidity has signiﬁ  cantly increased.
Reserve accumulation 
While intervention has been regarded as 
fundamentally justified to achieve the optimal 
trade-off between internal and external balance, 
the next policy question is whether Bank Indonesia 
needs to accumulate international reserves. Has the 
current relatively low level of foreign exchange 
reserves not been sufficient, including from a 
precautionary perspective? If so, then rapid capital 
inﬂ  ows can be a good opportunity for the central 
bank to increase international reserves.
Further modest strengthening of reserve buffers may 
be justiﬁ  ed given that Indonesia, together with other 
emerging economies, has been exposed to the global 
risk aversion, although the reserve level has thus 
far been adequate to meet more than 6 months of 
imports and government debt services payment.
Liquidity management 
As part of the strategy to enhance liquidity 
management as well as to narrow the chance for 
foreigners to speculate in the central bank bills market, 
on June 16, 2010, Bank Indonesia has introduced the 
term deposit instrument without any underlying debt 
security. This instrument is non-transferable, but 
can be redeemed prior to maturity early redemption 
subject to certain requirements.
Macroprudential regulation
As the foreign capital influx to Indonesia is 
characterised by short term capital, a pure 
macroeconomic policy response and conventional 
policy measures such as sterilised intervention may 
not be adequate. A number of targeted prudential 
measures to limit a short term and volatile capital 
inﬂ  ows are justiﬁ  ed and useful to help Indonesia 
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pursue macroeconomic stability and safeguard the 
integrity and the stability of ﬁ  nancial system. 
A selective prudential measure called a Minimum 
One-Month SBI Holding (effective July 7, 2010) is 
meant to prevent large and sudden capital inﬂ  ows and 
outﬂ  ows. This policy requires any buyer of SBI to hold 
a minimum holding period of 1 month (28 days) for 
both primary and secondary market purchases for all 
tenors, applicable to both residents and nonresidents, 
effective July 7, 2010. The measure was well-received 
by market participants and has effectively encouraged 
foreigners to switch portfolio to long-dated 
tenor (typically government bond) as well as to 
minimise the probability of large and sudden capital 
inﬂ  ows or outﬂ  ows, hence smoothening the IDR/USD 
exchange rate. The approach of Bank Indonesia to 
launch such ﬁ  nancial regulation helps throw sands 
in the wheels of the ﬁ  nancial markets fueled with the 
abundant liquidity arising from excess capital ﬂ  ows, 
and thus far has helped foster ﬁ  nancial stability.
Further roles of the International Monetary Fund
The recent global ﬁ  nancial crisis may override even 
a healthy economy with sound policies. This is why 
the global policy coordination is important for the 
stability of the whole ﬁ  nancial system. At the regional 
level, we have seen a number of initiatives including 
Chiang Mai initiative multilateralisation (CMIM), 
bilateral yen swap arrangement and the Fed swap 
line for central banks. These initiatives serve both 
to induce market conﬁ  dence as well as to dampen 
the impact of volatile capital ﬂ  ows. 
At the higher level, global ﬁ  nancial safety net has 
not provided any framework for crisis prevention 
and resolution, with international financial 
institutions (IFIs) and multilateral development 
banks (MDBs) taking the center stage. The G20 
has demanded possibly increased IMF roles in 
anticipating and addressing crises. The current 
development has clearly provided some rooms for 
the IMF to improve its roles, particularly in the 
following two areas, strengthening surveillance and 
strengthening the Fund’s ﬁ  nancing role.
As an important instrument for crisis prevention, the 
Fund’s surveillance needs to adapt to the changing 
world. In this regard, Bank Indonesia supports 
the extension scope of the Fund’s surveillance to 
include areas of international ﬁ  nancial stability 
and the systemic impacts of country-level policies, 
which are beyond the existing coverage of the Fund’s 
surveillance. This, however, should not cause the 
Fund to interfere in domestic decision-making 
process, in order to preserve the much needed 
country ownership on policies.
One important aspect that needs to be 
emphasised is to increase the predictability of 
the Fund’s ﬁ  nancing. In this case, members can 
beneﬁ  t from the Fund by providing information 
to member countries about their eligibility for 
facilities during the consultation process of Article IV 
consultation without publishing it in the report.
Moreover, appropriate policy advice by the IMF to 
its member countries is very important, namely 
advice that is not one size ﬁ  ts all but should be more 
ﬂ  exible and open minded. The Fund should pursue 
advisory instead of prescriptive role, including in the 
areas of capital control, exchange rate policies and 
reserve accumulation. An advisory role would weigh 
in country’s speciﬁ  c condition in giving advice and 
guidance on policy direction while simultaneously 
taking into account the systemic impact regionally 
or internationally. The end result would be a more 
proportionate support to the global effort in pursuing 
a sustainable and balanced growth. 
Three areas of policy advice that the Fund is expected 
to provide are worth elaborating: capital control, 
macroprudential policies, and ﬁ  nancial deepening. 
Capital control 
For a few decades, under the orthodox view, capital 
control has been regarded as inherently inefﬁ  cient 
and should not be resorted to. This has inhibited the 
much needed research on the topic. That orthodoxy 
has begun to change and a more flexible and 
open-minded approach is gaining ground. In this 
regard, we welcome the IMF move which has been 
walking along this trend as a positive development. 
The April 2010 Global Financial Stability Report of 
the IMF says: “There are a number of different types 
of controls that can be imposed with varying degrees 
of success under different country circumstances. 
Overall, the message is that one size does not ﬁ  t all. 
Since the use of capital controls is advisable only to deal 
with temporary inﬂ  ows, in particular those generated 
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by external factors, such measure can be useful 
even if their effectiveness diminishes over time.”
It would be important to follow up this revised world 
view with research and communication strategy. 
On research area, the IMF and other multilateral 
bodies and research institutions should conduct 
more thorough research on the negative externalities 
arising from large and volatile capital ﬂ  ows, the 
ways to address the negative externalities, the 
appropriate timing to use controls, what kind of 
controls has been best implemented and under 
what circumstances. From this point of view, 
controls can be viewed as one component of 
the new macroprudential policy framework that 
has been called for in the global ﬁ  nancial crisis.
Looking forward, the IMF and the international 
community should play a more active role and 
develop with its members a code of good practice 
for prudential capital controls. Moreover, countries 
will beneﬁ  t from such policy advice most if discussed 
in the context of Article IV surveillance. 
Macroprudential policies
In the wake of the recent ﬁ  nancial crisis, the term 
macroprudential has become a true buzzword. A core 
element of international efforts to strengthen the 
ﬁ  nancial system is to enhance the macroprudential 
orientation of regulatory and supervisory 
frameworks. Following the crisis, prudential policies 
are increasingly seen as featuring two dimensions: 
a microprudential dimension designed to limit distress 
of individual banks, and a macroprudential dimension 
designed to limit system-wide ﬁ  nancial distress.
The IMF with its experience in dealing with 
macroprudential issues of its member countries 
should play a role in formulating an adequate 
macroprudential policy. In this regard, the Fund 
can assist identifying risk factors that should be 
incorporated into the macroprudential approach. 
This would be helpful as analyses have become even 
more challenging in recent years with the ﬁ  nancial 
system becoming more complex and interwoven 
across both industries and borders. 
Financial deepening
As mentioned above, the current under-developed 
and thin market in most emerging economies is too 
fragile to face a huge and uncertain global ﬁ  nancial 
market. In a thin market, short term capital inﬂ  ows 
and outﬂ  ows create a substantial change in the 
market prices and can easily make the latter deviate 
from their fundamental value. Therefore, authorities 
in emerging economies need to focus policies on 
strengthening resilience and deepening domestic 
ﬁ  nancial markets as a medium-term strategy to 
improve the resilience of ﬁ  nancial systems.
Financial deepening offers better portfolio and risks 
diversiﬁ  cation which ultimately promotes resilience 
of the ﬁ  nancial system against shocks and volatility. 
In this context, the IMF should take into consideration 
member countries’ circumstances in providing advice 
for ﬁ  nancial deepening.
It is evident that volatility of capital ﬂ  ows is inevitable as the global economy is evolving and globalisation 
continues to progress. What we can do is to try to deal with it in a way that minimises its magnitude and its 
impact. While domestic policy mix is crucial, the potentially unprecedented repercussion of volatile capital 
ﬂ  ows in the end requires measures from all possible dimensions including regional and global initiatives. 
This is where the IMF is well-placed to play its role in conducting surveillance, providing global liquidity 
through its ﬁ  nancing facilities and not less important, giving appropriate policy advice in a ﬂ  exible and 
open-minded way.
FSR15_101_106_NASUTION.indd   105 FSR15_101_106_NASUTION.indd   105 04/02/2011   16:20:39 04/02/2011   16:20:39